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THE MORTGAGEE LOOKS AT THE
GROUND LEASE
SENECA

B.

ANDERSON*

The attorney called upon to draft a long term ground lease too
often concerns himself exclusively with the rights of the lessor and
the lessee vis-a-vis each other. He is apt to forget that sooner or later
either or both parties may wish to execute a mortgage or mortgages
for some purpose essential to optimum use of the property. At that
future time the lease will be scrutinized by the prospective mortgagee's
counsel, who will not hesitate to advise against a leasehold loan if the
ground lease does not contain certain provisions essential to the
mortgagee's protection or contains others, common to short term leases,
that render the proposed mortgage illegal because the leasehold is unduly susceptible to abrupt termination or otherwise undesirable to a
prudent lender. A fee mortgage occasionally meets a like fate, especially
if the condemnation clause gives the lessor insufficient protection in
case of a partial taking or if the insurance covenants fail to provide
him with an adequate lien on casualty insurance proceeds.
CHARACTERISTICS

OF THE GROUND LEASE

Before turning to a discussion of what the mortgagee demands and
what he finds objectionable, it will be helpful to consider the nature
of the ground lease and the reasons why the lessor and lessee are entering into it. Just as the Holy Roman Empire was not holy, nor Roman,
nor an empire, so too the ground lease, often referred to as a "ninetynine-year lease," is not necessarily for a ninety-nine-year term; although it is called a lease for lack of a better name,' its similarity to
the usual commercial lease is in many respects more apparent than real.
*B.A. 1930, Louisiana State University; LL.B. 1933, Harvard University; Member
of Tennessee, Massachusetts, and Miami, Florida, Bars.
lThese instruments are varyingly called long term leases, ground leases, 99-year
leases, and underlying leases. None of these terms adequately describes the subject
matter of this article or distinguishes it from other leases. By ground lease as em-
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Ground Lease vs. Commercial Lease
Most commercial leases are between a landlord who owns an improved parcel of land and a tenant who wishes to occupy it. Sometimes
it is a net lease; - more frequently it is not. Sometimes rent is fixed:
sometimes the lease calls-for a percentage of sales. The tenant may or
may not undertake to make certain improvements, but if he does this is admittedly a generalization - the), are as a rule limited in scope.
The lessee of the ground lease, on the other hand, is frequently an
entrepreneur who does not propose to occupy the premises permanently
himself but intends to erect improvements for purposes of subleasing or
selling the leasehold estate at a profit. The true ground lease is always
a net one. Occasionally the rent is pegged to a price index as a hedge
against fluctuation in the purchasing power of the dollar, but in most
instances the rent is fixed. Not unheard of is the ground lease that
provides for periodic reappraisal and adjustment of the rent to conform to the changing value of the land; but such leases, which have

been severely criticized as unfair to the lessee, 3 are the exception
rather than the rule and will not be considered here.
The basic differences between the commercial and the ground
lease are several. Free alienability of the leasehold estate under the

ordinary commercial lease is normally of limited importance to the
lessee who proposes to occupy the premises himself; as will be pointed
out later, alienability is essential to the lessee of the ground lease even
ployed here is meant an instrument creating an estate in land whose duration is
usually from 20 or 30 years to perpetuity, but most frequently for 99 years. Thc
lessor in exchange for a net rent gives the lessee possession and control of either a
parcel of vacant land on which the lessee is to erect a building or a parcel of improved land on which the lessee agrees to make extensive renovations or improve.
ments. It may also apply to a fully improved parcel if the lessee, at the time of
execution of the lease, pays the lessor for the value of the improvements, thereafter
paying a rental based on land value alone.
2A "net lease" is one under which the lessee pays all expenses, such as taxes.
maintenance, and insurance, so that the rent received by the lessor is not subject
to reduction except by his income taxes and sometimes the broker's fee.
VA landlord cannot expect to have his cake and eat it too, any more than anyone else can. If he wvants to sell his property outright, he takes a price for it equal
to the current market value of the property, if lie can get someone to buy it on that
basis. If he wants to convert his property into a long-term leasehold investment,
from which he will collect income secured by a building designed to serve the site
adequately, he must expect to lease the land on a valuation based on a market value
similar to the one whereby lie would sell his property." MCMICHAEL, LEASS, PERCENTAGL, Snotr AND LONG TERM 124 (4th ed. 1947).
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when he intends to continue in possession of the premises. The lessor
of the commercial lease is concerned with his tenant's credit standing,
which is his assurance that his rent will be paid and the other covenants of the lessee observed. In most cases he expects to regain the
property eventually. Unless there is a rise in rental values, early
termination of the lease is to the lessor's disadvantage. The lessor of
the ground lease, on the other hand, has parted with control of his
real estate for a period usually beyond his and his children's lives and
beyond the economic life of the improvements to be erected by the
lessee. In exchange he has received an annuity supported by his land
and the improvements that the lessee adds to it or, in case of their
destruction, by the insurance on these improvements. This is what
he relies upon, rather than the solvency of the lessee, as his guarantee
against defaults. His only legitimate concern is that his annuity be
secured; 4 while his great-grandchildren may profit by enhancement in
land value, it affects him and his immediate descendants only as it provides greater protection for the annuity. Although the improvements
usually pass to the lessor on expiration of the lease, the reasonable
assumption is that they will then be obsolete and of relatively slight
value. Their present worth, however, is assurance that the lessee and
his assigns will pay the rent at least until the improvements become
obsolete. Growth of population, decrease in purchasing power of the
dollar, and the consequent rise in land values have encouraged ground
lessees to renovate or replace original improvements whose useful lives
are outstripped by that of the leasehold term. Perhaps one justification
for the popularity of the ninety-nine-year term is that it coincides
roughly with the economic life expectancy of two successive business
buildings. 5
To sum up: the ground lease is in the nature of a security device
rather than an ordinary lease. The draftsman should at all times bear
this in mind. Here, as in most other security transactions, the obligorlessee stands to suffer a loss - in this case the improvements - if he
permits his estate to be forfeited to the obligee-lessor. The importance
41n Mayor of Baltimore v. Latrobe, 101 Md. 621, 61 AtI. 203 (1905), the court,
in considering a 99-year lease renewable in perpetuity, pointed out that the
lessor's sole interest in the property was to see that his rent was secured, but stated
that the owner of the leasehold interest is the substantial owner of the property.
Cannot the same thing be said of a nonrenewable 99-year lease in its earlier years?
s5Vahl, Why a 99-Year Lease?, 29 FLA. BAR J. 548 (1955), offers several suggestions,
none conclusive, as to why the 99-year term is so prevalent, but rightly concludes
that there is no legal reason for selecting 99 yearg in preference to an even century.
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of this is that provisions common to and appropriate in short term
forms are frequently out of place in a ground lease. Indiscriminate
borrowing from short term lease forms may and often does cause
prospective mortgagees to decline leasehold mortgages.
Ground Lease vs. Sale
The reasons why individuals choose long term ground leases in
preference to sales are varied. The lessor may wish to have an amply
secured income for himself and his children; the lessee may prefer not
to tie up his capital in a purchase if he can secure possession of the land
for a period long enough to allow full depreciation of the contemplated
improvements, frequently erected largely on borrowed money.
The Internal Revenue Code has lent immense popularity to this
type of transaction, since the landowner whose basis is low would pay
a heavy capital gain tax were he to sell, whereas the execution of a
lease is not a taxable event. The lessee, too, can reap a tax advantage,
since both the rent and the depreciation of the building are annual
deductions from income.
Whatever their motives for entering into such a lease, both the
lessor and the lessee are concerned that their interests be freely alienable. The time may come when the lessor will wish to borrow on or
liquidate his holdings; in the vast majority of cases the lessee will find
it desirable to mortgage or sell his leasehold estate before expiration of
the term. It is very much to the lessor's advantage that the lease not
impair alienability of the leasehold, since leasehold mortgage money
may be needed not only when the initial improvements are erected
but also years later when renovation or replacements of the original
buildings may be essential to support the ground rent.
SPECIFIC CLAUSES AFFECTING THE MORTGAGEE

Banks, savings and loan associations, and mortgage companies arc
potential sources of leasehold construction money; life insurance companies afford the principal market for long term leasehold mortgages.
Investments of these institutions are subject to regulation, always by
the domiciliary state, and sometimes by others in which they do business. The draftsman of a long term ground lease must, therefore,
possess some familiarity, at least in a general way, with the life insurance investment statutes not only of his own jurisdiction but also
of those where the principal life insurance companies are located.

Published by UF Law Scholarship Repository, 1957
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He should know, for example, that the New York statute6 permits
leasehold mortgages if the unexpired term of the lease is not less than
twenty-one years, but that some others establish a fifty-year minimum7
Since life insurance companies ordinarily do not welcome construction
loans, prudence dictates that the lease term should exceed the minimum prescribed by a margin sufficient to allow for completion of construction and dosing of the permanent mortgage.8
Bankruptcy, Tax, and Tort Indemnity Clauses
After determining that there is compliance with statutory requirements, 9 the mortgagee must study the lease to see if the leasehold may
be terminated for reasons over which he has no control. He should reject the loan immediately if the draftsman has been so inept as to include a bankruptcy clause permitting the lessor to re-enter the premises
and terminate the lease in case the lessee goes into bankruptcy, suffers
a receivership, or effects an assignment for the benefit of creditors. A
bankruptcy clause is a desirable addition to the ordinary commercial
lease because the solvency of the tenant is of paramount importance,
but it is unnecessary for the protection of the ground lessor, whose
rent is secured by the improvements that the lessee has erected on the
land. A moment's reflection will show that such a clause permits the
6N.Y. INs. LAW §81 (6A).
7
1ND. ANN. STAT. §39-4202 (5) (1952); MASS. ANN. LAWS c. 175, §63 (7) (Supp.
1955). Some statutes permitting investments in leasehold mortgages fix no minimum
time limits for the lease, e.g., CONN. GEN. STAT. §2832d (Supp. 1955); PA. STAT. ANN.
tit. 40, §504 (1) (Purdon 1954). Others restrict life insurance companies to first
mortgages on the fee, e.g., FLA. STAT. §635.27 (12) (1955); Miss. CODE ANN. §5662
(1942).
sThe term "permanent mortgage" as used in the mortgage business signifies the
mortgage that will refinance the temporary construction mortgage. It does not mean
a mortgage with perpetual existence.
oThese requirements usually establish a maximum percentage of appraised
value that the mortgage may not exceed and specify that it be a first lien except
for permitted encumbrances such as rights of way, easements, party wall agreements,
minor encroachments, and certain restrictions. They apply both to leasehold and
fee mortgages. It should be noted, however, that at least one statute imposes additional limitations on leasehold mortgages, CAL. INS. CODE §1192.2, .3 (Deering
1950).
The lessee must ascertain that his lease is not subordinate to any mortgage on
the lessor's estate or to any right of reverter or other forbidden encumbrances. For
this reason full covenants of title are desirable and, in the absence of title examination at the time of execution of the lease, a necessary part of the ground lease.
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lessor to wipe out the mortgagee's entire collateral for a cause that it
can neither prevent nor cure and converts an otherwise secured investment into a hazardous speculation.
The tax clause is an infrequent though potential source of difficulty to the mortgagee. Lessor and lessee are usually in accord that
the lessee is to pay all real estate taxes and betterments but not transfer,
gift, inheritance, estate, intangible personal property, corporation, and
similar taxes. Care should be taken to delineate clearly the respective
tax liabilities of the lessor and the lessee if subsequent controversy is
to be avoided.
The covenant requiring the lessee to indemnify and hold the lessor
harmless against tort claims should cause the mortgagee no difficulty,
since he ordinarily insures against such liability upon foreclosing or
taking possession. This is one of the few covenants that the draftsman may borrow with impunity from a short term lease.
Subordination of the Fee
The custom has become widespread in Florida to insert in ground
leases - particularly those covering hotel property but frequently on
ordinary business property as well - a provision requiring the lessor
to join in the leasehold mortgage, though without personal liability,
so that his interest as well as that of the lessee is encumbered. This is
called "subordinating the fee." While not a unique Florida development, this provision is less frequently encountered in ground leases in
other states.
Subordination of the fee is advantageous to the lessee but most undesirable from the point of view of the lessor, since it weakens his security. If the lessee in possession is an established business concern or
if the property is to be subleased to parties with adequate credit ratings,
subordination is not essential to enable the lessee to obtain a mortgage
of moderate size except perhaps if seasonal hotels, motels, or other onepurpose buildings are to be erected. Some lawyers as well as brokers
appear not to appreciate this. In numerous instances subordination
provisions are inserted to the detriment of the lessor in ground leases
contemplating shopping centers or other multi-purpose improvements:
with more astute advice, he could have denied such a concession.'" The
inclusion of this provision reduces the value of the lessor's estate, bars
10Many lessors, however, habitually subordinate their fees to leasehold mortgages
and thus obtain much higher rents by assuming this added risk.
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him from obtaining a first mortgage on the fee for his own use, and
may result in the loss of his property in the event of foreclosure.
When the lessor consents to subordination of the fee, the mortgagee whose mortgage encumbers the estates of lessor and lessee is
not as a rule vitally concerned with the terms of the lease, unless a
termination would result in cancellation of valuable subleases.1 This
contingency can be eliminated by a properly drawn mortgage in which
the lessor-mortgagor undertakes not to terminate the leasehold without either obtaining the mortgagee's consent or satisfying the mortgage,
or by a tripartite agreement among lessor, lessee, and sublessee.12 The
inclusion of a subordination clause does not, however, license counsel
to disregard the normal requirements of leasehold mortgagees, since
most subordination clauses provide for joinder by the lessor only in
construction and initial permanent mortgages. It is entirely possible in fact, probable - that after such a mortgage has been paid or reduced
in size new financing or refinancing will be needed. The lessor, if of
age and sui juris, may then consent to technical changes, but his consent frequently carries a heavyprice tag.
When special conditions exist that require a lessor to agree to subordinate the fee, his commitment should be limited to joinder in a
single mortgage or at most in a short term construction mortgage and
a permanent mortgage. The lessor must insist that the amount of the
mortgage be fixed at a figure substantially below the cost of the contemplated improvement, since to allow the fee to be pledged as security for the entire cost of the improvement is a "heads I win, tails
you lose" proposition from the lessee's viewpoint. The lessor also
should insist that the lease define in considerable detail the maximum
lSince there is neither privity of estate nor privity of contract between lessor
and sublessee, the sublessee is no longer bound. Williams v. Michigan Cent. R.R.,
133 Mich. 448, 95 NAV. 708 (1903). But if the supposed sublease covers the entire
property for the balance of the lessee's term it may be held an assignment, with a
contrary result. C. N. H. F., Inc. v. Eagle Crest Development Co., 99 Fla. 1238, 128
So. 844 (1930); Sexton v. Chicago Storage Co., 129 Il. 318, 21 N.E. 920 (1889). The
cases are split when only a part of the property is subleased for the entire term,
Marcelle, Inc. v. Sol. 9. S. Marcus Co., 274 Mass. 469, 175 N.E. 83 (1931), holding it
an assignment and Fratcher v. Smith, 104 Mich. 537, 62 N.W. 832 (1895), holding to
the contrary.
2For an example of a tripartite agreement and the recognition given it see
Aultman v. Seaboard Oil Co., 129 Fla. 1, 175 So. 901 (1937). This is a more satisfactory solution -than the suggested mortgage clause, the use of which is largely
confined to cases in which there are leases between corporations with common
ownership or between individuals and a controlled corporation.
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interest rate, the terms of amortization, and other provisions of the
mortgage. As a rule the prudent lessor agrees to subordinate only to
mortgages originally held by institutional lenders such as banks and
insurance companies, which are thought to be more conservative in
their appraisals, fairer in their requirements, and less ready to foreclose
than some other lenders. Essential requirements for the lessor's protection include adequate provisions to assure (1) that the proceeds of
the loan will be applied to the new construction, (2) that the lessee
will first put up the difference between cost and loan, (3) that a reputable, solvent, and if possible bonded contractor will be employed,
and (4) that complete protection against mechanics', subcontractors',
and materialmen's liens will be afforded. These requirements, however, are of little concern to the mortgagee whose mortgage covers the
interests of both lessor and lessee.
Assignment of the Leasehold
In the absence of statutory restrictions, lack of a provision in a
ground lease expressly authorizing an assignment will cause the mortgagee no concern, for unless stipulated to the contrary in the lease
the right to assign is incidental thereto and runs with the land.13
Similarly, it is not necessary to confer upon the lessee the right to mortgage the leasehold.

14

A properly drawn assignment clause is nevertheless desirable in a
ground lease. The assignability of short term leases is often restricted
to cases in which the assignee assumes the assignor's covenants. These
leases properly contain no provision for release of the original lessee
or any subsequent assignor, since the original lessee's credit standing
is the security for which a lessor bargains when granting this type of
lease. If such a restriction is inserted in a ground lease, however, it is
bound to raise havoc with attempts to obtain leasehold financing, since
it will create privity of contract between the lessor and the mortgagee as
purchaser on execution; and the latter will become a guarantor of
the rent for the remainder of the term even after the leasehold is trans13Maddox v. Wescott, 156 Ala. 492, 47 So. 170 (1908); Frissell v. Nichols, 94 Fla.
403, 114 So. 431 (1927); Wainwright v. Bankers' Loan and Inv. Co., 112 Va. 630, 72
S.E. 129 (1911).
14There is a split as to whether a nonassignability clause prevents an assignment
by foreclosure. West Shore R.R. v. Wenner, 70 N.J.L. 233, 57 At. 408 (1904), holds
that it does. Grouse v. Michell, 130 Mich. 347, 90 N.W. 32 (1902), holds that it
does not.
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ferred to another. 15 If the original lease does not require, as a condition
precedent to an assignment, an express assumption of its covenants, the
mortgagee need have no concern. But if it is assignable only to those
who undertake to perform the covenants of the original lessee, the
mortgagee should insist that a provision be included that expressly
discharges an assignor from all liability accruing after the recording
of the assignment. For their own protection lessees should demand this
provision in every ground lease.
An assignment clause that threatens the assignee with contractual
liability for rent for the duration of a long term lease is anathema
both to purchasers and lenders. Failure to insist on the provision suggested above can keep open indefinitely the estates of the lessee and
all assignees and destroy not only the power to borrow on the leasehold but also the power to sell it except at a depreciated price. Few
clauses borrowed from a short term lease are more disastrous to a
ground lessee.
In jurisdictions following the title theory of mortgages there are
a few rather old decisions to the effect that, even prior to entry or possession, a mortgagee becomes liable for the rent because of privity
of estate;'1 these decisions now are of historical interest only. In jurisdictions following the lien theory of mortgages no liability has ever
accrued to the mortgagee because of the mortgage. 17 Acquisition of
title at foreclosure creates a privity of estate that makes the new owner
liable under the lessee's covenants; but, since there is no privity of
contract, that liability, as far as future breaches are concerned, ceases
upon a bona fide assignment of the leasehold.' 8
-Cf. Springer v. Chicago Real Estate Loan & Trust Co., 202 ll. 17, 66 N.E. 850
(1903); Sander v. Piggly Wiggly Stores, Inc., 20 Tenn. App. 107, 95 S.W.2d 1266
(1936). These cases deal with assignees who expressly assumed the lease covenants.
If, however, the lease permits assignment only to those who assume the covenants,
the purchaser at foreclosure has no choice, at least in those jurisdictions that refuse
to allow an assignment to such a purchaser without the lessor's consent when consent
is a prerequisite imposed in the lease. See note 12 supra.
'6McMurphy v. Minot, 4 N.H. 251 (1827). The soundness of this decision was
later questioned by Lord v. Ferguson, 9 N.H. 380, 383 (1838).
'7Cargill v. Thompson, 57 Minn. 534, 59 N.W. 638 (1894); Levy v. Long Island
Brewery, 26 Misc. 410, 56 N.Y. Supp. 242 (Sup. Ct. 1899). Both of these cases point
out that in New York a mortgagee who takes possession under the mortgage establishes privity of estate upon taking possession but not before.
'sDonaldson v. Strong, 195 Mass. 429, 81 N.E. 267 (1907); McLean v. Caldwell,
107 Tenn. 138, 64 S.W. 16 (1901).
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Mechanics' Liens
Most ground leases contain a provision that the lessee shall have no
right to encumber the estate of the lessor in the demised premises and
sometimes an additional clause purporting to deny to the lessee the
power to subject the lessor's interest in the property to mechanics'
liens. The Florida Supreme Court in Anderson v. Sokolik'5 recently
held that such a clause will not prohibit the lessor's interest from
being subjected to mechanics' liens for improvements erected
at the behest of the lessee, not only when the lease requires the
lessee to erect them but even when it merely "contemplates" them.
Since such a lien, if undischarged, constitutes a default authorizing the
lessor to terminate the lease, the mortgagee of the leasehold may be
compelled to satisfy the mechanic's lien in order to prevent the estate
covered by his mortgage from being destroyed. One may be justified
in speculating as to how many mortgagees have considered this hazard.
The Anderson case and similar decisions in other jurisdictions are
the products of legislative ineptitude in drafting mechanics' lien statutes rather than of judicial innovation. Since these statutes do not
normally give mechanics' liens priority over mortgages prior in time,
it is not likely that the legislatures intended that they should take
priority over earlier leasehold mortgages. Perhaps the Supreme Court
of Florida would not have ruled as it did had it analyzed the nature
of the lessor's interest in a long term ground lease and recognized it

1988 So.2d 511 (Fla. 1956). In jurisdictions having mechanics' lien statutes similar
to that of Florida the mechanic has a lien on the lessor's interest when the lease
requires the lessee to erect the improvments, the theory being that the lessee acts as
agent for the lessor. Conley Lumber Co. v. Mid-Co Petroleum Co., 116 Kan. 78, 225
Pac. 744 (1924); McGuinn v. Federated Mines & Milling Co., 160 Mo. App. 28, 141
S.W. 467 (1911). Contra, Sumrall v. Russell, 255 S.W. 239 (Tex. Civ. App. 1923).
When the lease merely permits the lessee to erect improvements, most courts have
held that the lessor's interest is not subject to mechanics' liens incurred by the
lessee, e.g., T. J. Stewart Lumber Co. v. Derry, 122 Okla. 208, 253 Pac. 485 (1927);
Colby & Dickinson, Inc. v. Baker, 145 Wash. 574, 261 Pac. 101 (1927). Courts appear
to be evenly divided on whether a stipulation in the lease that the lessor's interest
may not be subject to a mechanics' lien for improvements ordered by the lessee is
effective. Allen Estate Ass'n v. Fred Boeke & Son, 300 Mo. 575, 254 S.W. 858 (1923),
and Seattle Lighting Fixture Co. v. Broadway Central Market, Inc., 156 Wash. 189,

286 Pac. 43 (1930), support the Florida view that the provision will not be recognized.
Other courts, however, have held it effective, e.g., Stewart v. Talbott, 58 Colo.
563, 146 Pac. 771 (1915); Queal Lumber Co. v. Lipman, 200 Iowa 1376, 206 N.W. 627

(1925).
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as being more akin to that of a mortgagee than of an ordinary fee simple
owner. Since it did not, the draftsman of the Florida ground lease
should discard the traditional but ineffective mechanics' lien provision and try a new approach to the problem. Although it is not
possible to say that any agreement in the ground lease will be construed to exempt the lessor's interest from the lien of a mechanic who
participates in the erection of a building required or contemplated by
the ground lease, the following excerpt from a lease drafted subsequent
to the Anderson case should make it easier for the courts to achieve
that result:
"It is expressly agreed and understood between the parties
hereto that Lessees are forbidden to erect any improvements
upon the demised premises (both initially and as a replacement)
unless, as a condition precedent thereto, they shall first deposit
with Lessor an insurance policy in the face amount of $125,000
issued by an insurance company licensed to do business in Florida, indemnifying Lessor against any mechanics' or materialmen's liens on Lessor's interest in the demised premises resulting from the erection of such improvements, or an indemnity
bond for $125,000, payable to Lessor, with a corporate surety
licensed to do an indemnity or surety business in the State of
Florida, the condition of which shall be the payment of any and
all liens incurred against the Lessor's interest in the demised
premises in the erection of such improvements.
"All contractors, subcontractors, materialmen, mechanics,
laborers, and others performing labor or supplying materials
for improvements to the demised premises at the behest of
Lessees are notified that Lessees are not authorized to cause any
improvements so to be erected upon the demised premises unless
and until such policy or bond is so furnished, provided, however,
that if there is filed for record in the Public Records of Palm
Beach County, Florida, an affidavit of one or more of the Lessees,
or of the Lessor, certifying that such policy or bond has been
furnished Lessor and describing the work to be performed, it
may be conclusively presumed by all persons performing work
on or furnishing materials to the demised premises that the work
described in said affidavit is permitted by this Lease."
If the lessee complies with this provision, the bond or the policy will
protect the lessor; if he ignores it, a strong argument can be made
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that the improvements were not merely uncontemplated but were in
direct violation of the express terms of the lease. It must be recognized,
however, that many lessees may refuse to accept this provision.
Condemnation
A ground lease containing no mention of condemnation or one
that leaves the proration of awards and adjustment of rentals to the
discretion of arbiters will pass muster with the mortgagee; his only
concern is that the borrower's share of the award, whether that borrower be lessor or lessee, adequately covers the balance due on the
mortgage. As long as the loan is not excessive the mortgagee hardly
needs to insist upon a precise formula for dividing the award. It may
still be argued, however, that the draftsman has not done full justice
to his client, since he has merely abdicated to judge or arbiters and has
left it to them to make the bargain for the parties.
Total Taking. When there is a total taking of a parcel of real
estate the interests of the various owners, lessees, and mortgagees are
transferred from the real property to the award fund.20 In most jurisdictions the jury makes a single award for the entire bundle of legal
rights represented by the varying interests, and the division of the
award is postponed to a collateral or subsequent proceeding; in some
jurisdictions separate awards are made for each interest.
Many cases deal with division of awards for total condemnation, but
none can be found that clearly enunciates a rule applicable in all
cases. If it is borne in mind that the lessor has parted with all of his
interest in the real estate except (1) a net rental or annuity payable
until expiration of the term and (2) an absolute ownership of the
reversion of the improvements as well as the land, which does not ripen
into possession until the end of the term, it becomes evident that he
should receive a share of the award equal to (a) the capitalized value
of the rent at a rate of interest equal to that which investments of
comparable security earn at the time of the taking, plus or minus (b)
the discounted difference between the fair market value of the reversion
at the expiration date of the lease and the capitalized value of the rent.2 '
20Cullen & Vaughn Co. v. Bender Co., 122 Ohio St. 82, 170 N.E. 633 (1930).
2lThe second part of this formula is necessitated by fluctuation in land values.
For example, a parcel of land leased at S6,000 per year may have been worth
S100,000 at the time the lease was executed. If the lease is to expire one year from
the condemnation and the land and improvements, except for the condemnation,
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The lessee is entitled to the balance of the award. If at the time of
taking the remaining term is fairly short and the lease is not renewable,
the second item of the formula is capable of proof; but if the end of
the term is far in the future or may be extended for a long period this
aspect of the formula becomes so speculative that courts have chosen to
ignore it and have limited recovery to the first item. 22 If the term of
the lease may be renewed but the value of the property has decreased
so much that no reasonable person would renew the lease, the renewal
option should be ignored and the second half of the formula should
be taken into account, assuming that the end of the original term is
not too far distant.
Even though this formula is an arithmetically sound approach to
the problem, there is no assurance that all courts will adopt it unless
it is spelled out in the lease. Too often the judicial process by which
the award is divided is expressed in such generalities as the "excess in
the value of his unexpired leasehold over and above the rental
charges ...
.- 23 Furthermore, the formula contains uncertainties in
the interest rate to be applied and the point at which the value of the
reversion ceases to be speculative. If litigation is to be avoided the
ground lease should prescribe the formula, fix the interest rate, and
name an arbitrary time before which the second part of the formula
shall not be considered.
The draftsman should be warned that insertion of the innocent
would then be worth $180,000, the capitalized value of the rent is not adequate
compensation for the lessor. If values have decreased so that the land and improvements will then be worth only $60,000, the capitalized value of the rent is too great.
If we assume the value of money to be 6%, the formula suggested would operate
in the following manner.
In the first instance, in which the land and improvements will be worth
$180,000 at the expiration of the lease, the capitalized value of the $6,000 rent at
6% is $100,000. The difference between the value at the end of the lease and the
capitalized rent is $80,000. The present value of $80,000 one year hence, discounted
at 6%, is $75,200. Therefore the value of the lessor's interest is $100,000 plus
$75,200, or $175,200.
In the second instance, in which the land and improvements will be worth only
$60,000 at the end of the lease, the capitalized value of the rent is again $100,000.
Here the difference between the value at the end of the lease and the capitalized
value is $40,000, which, discounted to present value at 6%, is $37,600. Therefore,
the value of the lessor's interest is $100,000 minus $37,600, or $62,400.
22Chicago & N.W. Ry. v. Chicago Mechanics' Institute, 239 Ill. 197, 87 N.E. 933
(1909); Chicago W.D. Ry. v. Metropolitan W.S.E.R.R., 152 Ill. 519, 38 N.E. 736
(1894).
23Mason v. Nashville, 155 Tenn. 256, 263, 291 S.W. 1074, 1076 (1927).
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sounding statement that the lease shall terminate in the event of a
total taking of the demised premises is highly explosive and will exclude the lessee from any part of the award24 unless it is qualified by
a statement that he shall be entitled to share in it.25
From time to time condemnation clauses are encountered which
provide that the part of the award attributable to the land shall go
to the lessor and the part attributable to the improvements to the
lessee. At first blush this may appear equitable, since the lessor supplied the land and the lessee the improvements. Analysis of the contract between the parties will show, however, that this is a fallacy and
that the insertion of this clause in a ground lease may radically alter
the shares of both parties in the award from the shares that they held
in the property prior to condemnation. Very frequently there is a
substantial change in the value of the land between the date of execution of the lease and the date of condemnation. As long as there is
no taking the lessee receives the benefit of any increased rental value
or the detriment of any decreased value while paying the rent established by the lease. If, as a result of a taking, the lessor is given the
value of the land unencumbered by the lease, he is almost certain to
receive a compensation different from the worth of that which he has
given up, and the lessee's share will be altered proportionately. Furthermore, the insertion of such a clause may limit the size of the loan
a lessee can obtain, especially if the lease has been in force for a number of years and land value has increased; it may even have an adverse
effect on the lessor's mortgage, since there is no guarantee that land
values will not decrease. Certainly a division of the condemnation
award producing a windfall to one party at the expense of the other
is an undesirable addition to any contract.
PartialTaking. The problems presented by partial takings are far
more complex than those arising under a total taking. At common law
a partial taking does not carry with it an abatement of the rent; if
buildings are partially destroyed the lessor is not obligated to restore
them unless he has covenanted to do so. Therefore the common law
approach to the partial taking problem is to allow to the lessee such
24Vallejo & N.R.R. v. Reed Orchard Co., 32 Cal. App. 347, 162 Pac. 914 (1916);
Goodyear Shoe Mach. Co. v. Boston Terminal Co., 176 Mass. 115, 57 N.E. 214 (1900);
Zeckendorf v. Cott, 259 Mich. 561, 244 N.W. 163 (1932); In re Improvement of
Third Street, 178 Minn. 552, 228 N.V. 162 (1929).
25Cf. Boteler v. Philadelphia &R.T.R.R., 164 Pa. 397, 30 At. 303 (1894).
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part of the award as represents the cost of restoring the damaged improvements, the theory being that it would be inequitable to allow the
lessor to keep that part of the award when he does not have to repair the
damaged buildings or reduce his rent claims against the tenant. Because the tenant is bound for the rent and cannot use the building
without restoring it, he will usually find it to his advantage to rebuild.
The rest of the award is divided between lessor and lessee in proportion to the damage to their respective estates. Viewing the problem from the lessor's standpoint, if rent is not abated and the lease
is to continue for many years, his share of the award, which is for
damages to the reversion only, will be nominal. Furthermore, the
lessee may pocket his part of the award and assign the lease to an
insolvent party who may then default, leaving the lessor with only a
part of his land and a damaged fraction of the building, which may
be so worthless that it will not rent at any price.
This, however, is the common law rule. In following it the Maryland court in Gluck v. Mayor said:26
"Obviously a principle, if sound, ought to be applied wherever it
logically leads, without reference to ulterior results. That it
may in consequence operate in some instances with apparent or
even with real harshness and severity does not indicate that it
is inherently erroneous. Its consequence in special cases can
never impeach its accuracy."
In Aldrich v. R. J. Ederer Co.27 the Illinois court followed
common law rule and refused to abate the rent but prevented
lessor from suffering a possible loss by declaring that he had
equitable lien on the lessee's share of the award as security for
28
rent. The court said:

the
the
an
the

"Appellee should have been required, under the prayer for general relief, to give satisfactory assurance that a building of substantially the earning capacity which the record shows the proposed improvements would have will be erected without delay,
and the chancellor should have declined to release the fund to
appellee but should have retained control of the same, or so
2881

Md. 315, 52 Ad. 515 (1895).

27302 Ill. 391, 134 N.E. 726 (1922).

281d. at 399, 134 N.E. at 730.
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much thereof as may be necessary to cover the cost of such building and protection against mechanics' liens, to the end that the
premises be so re-built as to protect the lien of appellants."
It is difficult to quarrel with the result reached in this case.
A very few jurisdictions allow an abatement of rent in event of a
partial taking.2 9 In this event it would seem possible to apply the same
formula suggested for total condemnation: allow the lessor the capitalized value of the rent abated plus or minus the present value of the
difference between this figure and the fair value of the property taken,
as of the date of expiration of the lease, provided this difference can
be proved.
30
In the Michigan case of Pierson v. R. R. Leonard Furniture Co.
there was a partial taking of a building erected by the lessee of a
ninety-nine-year ground lease that provided for a rent abatement in
the event of partial taking but was silent as to how the award was to
be divided. The lease had eighty years to run at the date of taking.
The evidence established that the neighborhood had deteriorated,
the building was and had been vacant, the country was in the midst of
the depression, rent and taxes were in arrears, and the lessee was insolvent. Notwithstanding the reduced value of the property, the jury
had made an excessive award of slightly over $110,000 for the land and
nearly $65,000 for the portion of the building taken and the cost of
restoring it. The controversy involved division of the award. The
chancellor abated part of the rent and by a rather cumbersome formula
allowed the lessor what amounted to the capitalized value of abated
rent. The rest of the award was decreed to the lessee.
29Board of Levee Comm'rs v. Johnson, 66 Miss. 248, 6 So. 199 (1899); Biddle v.
Hussman, 23 Mo. 597 (1856). In Mayor of Baltimore v. Latrobe, 101 Md. 621, 61
At. 203 (1905), the court stated that, although the rule in the Gluck case applied
to the ordinary short term lease, when there was a condemnation of three fourths
of the area of a parcel under a 99-year lease, renewable forever, it simply would not
work. Rent was apportioned and the lessor was allowed the capitalized value of
that part of the rent attributable to the part of the property taken.
In Raleigh Operating Co. v. Naglo Corp., 3 Fla. Supp. 111 (1953), the only
Florida case on this point, Giblin, J., of the Dade County Circuit Court decreed the
whole award to the lessor, abating the rent for the balance of the 99-year term by
interest on the award. The court fixed interest at 3%% temporarily but retained
jurisdiction to modify the rate from time to time. This was a just result in this
case, but it should be noted that the interest on the award was less than the rent.
Except when this is true, the case offers no solution. For a discussion of this case
see 8 MIAMI L.Q. 137 (1954).

30268 Mich. 507, 256 N.W. 529 (1934).
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On appeal the Michigan Supreme Court reversed the chancellor and
issued a decree so unusual that it is set out in full.31
"We therefore decree that the following disposition be made
of the award: (1) The amount required for rehabilitation of
the building shall be impounded, to be used solely for that purpose. (2) There shall be paid to lessors a sum equal to the present
value of their loss of rentals. We shall not disturb the order of
the trial court fixing the rate at five per cent. for the purpose of
determining such present value. (3) The balance of the award
shall be turned over to the lessors, who thereupon shall be
charged with the payment of interest on such fund while the
lease remains in full force and effect, which interest shall be
credited annually on the rent lessee is obligated to pay under
the lease. If at any time such interest shall exceed the rent reserved, the excess shall be paid in cash to the holders of the
leasehold, who shall have a lien on the property for the payment to them of such excess, if any.
"The question of the rate of interest with which lessors
shall be charged becomes important. The fund thus created in
a way resembles a trust fund, which for a long period would
properly be invested only in securities of the very highest grade.
Although in view of the present depression it might be preferable to invest such moneys in United States government securities, we shall leave the question of the rate of interest to
be determined by the chancellor, who may take testimony and
hear arguments in rdgard to such question, and who may also
provide that the rate may be changed from time to time upon
application of any interested party. The title to the fund so
created shall be exclusive in the lessors, who shall not be obligated to place it aside as a trust fund. However, they and their
assigns shall be charged with interest at the rate to be fixed by
the chancellor at the same rate as if the moneys were invested
in the highest grade securities. In the event of forfeiture of the
lease through the default of lessee or those claiming under it,
lessors' obligation to pay interest shall cease. Lessee's obligation
to pay the amounts due for rent at the time of the payment of
the award, and to pay taxes and all assessments, shall not be
31Id. at 526, 256 N.W. at 535.
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affected by the decree. Nor shall it affect any right lessors may
have to forfeit the lease in accordance with the stipulation, if
lessee's defaults be not cured within 30 days after the payment
of the award."
While no quarrel is to be had with the first part of the decree, it is
suggested that the second and third sections should have provided:
(2) The lessors shall receive the capitalized value of the abated
rents rather than their discounted value. (3) The balance of
the award shall go to the lessee subject to a lien for back taxes
and back rents, since the lessor had such a lien on the land and
buildings.
In this case the court failed to consider the fact that the impairment of the lessors' security resulted from the deterioration of the
neighborhood and the depression rather than from the taking. The
award was admittedly far in excess of the worth of that which was
taken. In an effort to let the lessors share in this excess, the court may
have given the whole award to them, since it appeared extremely unlikely that the lessee would be able to avoid a subsequent forfeiture.
Even if the lessee succeeded in avoiding a forfeiture of the leasehold, the
court's decree deprived it and its mortgagee of substantial rights. The
lessee who erects a building on his lessor's land is entitled to more than
simple interest; he is entitled to recoup his principal over the life of
the improvement. The court totally ignored this right.
The suggested decree would pay the lessors in full for what was
taken from them, recognize their equitable lien on as much of the
award fund as was necessary to restore the damaged building, and
preserve their lien for delinquent rents and taxes; but thereafter it
would leave the parties where it found them.
This case should be distinguished from the Aldrich case, in which
the entire award was impounded but no part of the rent was abated.
In the Pierson case the court let the lessors have their cake and eat it
too.
The lesson that the draftsman should derive from the Pierson case
is that merely providing for abatement of rent in the event of a partial
taking is not enough. He must go further and spell out how the
award is to be divided, if uncertainty and perhaps even a gross miscarriage of justice are to be avoided.
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Damage Without Taking. Damage to property without actual
taking, as in the case of a change of grade of a highway or street on
which the property abuts, presents essentially the same problem as a
partial taking except that no restoration of buildings is involved. In
the absence of a special agreement between the parties or a statute
modifying the common law rule, in most jurisdictions rent will not
be abated and the lessor's share of the award will be limited to
damages to the reversion, which, as has been pointed out, is no more
than nominal if the lease has many years to run. Although it may be
possible to establish an equitable lien on the award and impound it
for the duration of the lease, such a result is not likely to satisfy
either party.
The solution recommended as best suited to all phases of the
condemnation problem is to provide in the lease that in case of total
taking the formula heretofore discussed should be applied and that
in case of a partial taking that leaves a fraction of land too small for
economic use the remaining portion should be sold and the combined award and sale price divided according to the formula.
When a partial taking leaves a portion of the premises suitable for
restoration the cost of reconstruction should be placed in trust and
the lessee required to use the trust fund to restore the building. Rent
should be abated in the proportion that the value of the property
taken bears to the whole, and the balance of the award over restoration cost should be split according to the formula. The identical approach should be taken if there is damage without a taking, except,
of course, there would be no rebuilding fund. This solution substitutes
certainty for uncertainty, minimizes litigation, and does not permit
a condemnation materially to alter the relative positions of lessor and
lessee. Furthermore, it will meet with the approval of mortgagees of
leaseholds and fees alike.
Insurance and Restoration Clauses
While ground leases frequently have no condemnation provisions,
they almost invariably contain insurance and restoration clauses; the
reason is that in the absence of special covenants neither party is
required to insure or to restore buildings destroyed by cas.ualty.32 The
32"If a demised house be burned down by accident, the rent does not cease.
The lessee continues liable as if the accident had not occurred. If in such a case
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lessor, whose rent is assured by the improvements and not by the
credit of the lessee, is foolish not to insist that if the buildings are
destroyed he shall have a lien on insurance proceeds to replace the
destroyed security.
The mortgagee always requires that insurance be provided and,
if no leasehold is involved, that the policies be assigned to him and
placed in his hands. He will usually agree in advance, however, to
make the proceeds available for reconstruction purposes if the lessor
will agree to furnish the difference, if any, between the insurance proceeds and the cost of reconstruction to protect the mortgagee against
construction liens and to complete the restoration within a limited
time.
Some mortgagees impose this same insurance requirement in the
case of leasehold loans. Such an assignment of the insurance will not
prejudice the rights of the lessor or his mortgagees if the lessee is able
to restore the destroyed premises. If, however, restoration becomes
legally impossible, as by change of zoning, or if the insurance is insufficient to restore the destroyed premises and the lessee cannot put
up the difference, the rights of the lessor may be seriously impaired.
When all of the insurance proceeds can be applied to satisfy leasehold
mortgages, the lessor may find that he has no security other than bare
land, the value of which may have decreased to the point that it will
not adequately secure the rent.
If for any reason, legal or financial, the lessee cannot restore the
premises, it would be a manifest injustice to leasehold mortgagees to
allow all the insurance to be forfeited to the lessor. On the other hand,
it is equally unfair to the lessor to permit leasehold mortgagees, whose
mortgages may be excessive, to apply all the insurance to their claims
and leave him only the land, which may have depreciated in value.
An equitable solution would give the lessor a first lien on the insurance
for the deficiency, if any, between the fair value of the land after the
casualty and the sum of the rent in arrears and the value of his interest
in the demised premises immediately prior thereto, as determined by
the formula heretofore discussed. Such a solution does not disturb
the status quo; it merely transfers to the insurance the lien that the
lessor had on the improvements.
the landlord receives insurance-money, the tenant has no equity to have it applied
to rebuilding, or to restrain the landlord from suing for the rent until the structure
is restored." Sheets v. Selden, 74 U.S. (7 Wall.) 416, 423-24 (1868). Note that the
civil law rule is contra. Viterbo v. Friedlander, 120 U.S. 707 (1887).
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It should be noted, however, that counsel for lending institutions
are more interested in protecting their clients than in legal theory.
Many of them will flatly refuse to make a leasehold loan unless the
mortgagee is given a paramount lien on as much of the insurance proceeds as is necessary to satisfy the mortgage if the building is for some
reason not replaced. The lessor will have to be satisfied with the
balance of the insurance proceeds, although he may be allowed a
prior lien on the insurance to the extent of rent in arrears.
A lessor may sometimes have to surrender theoretical rights in
order to enable his lessee to improve the demised premises with a
suitable building. It is most unwise, however, for the lessor to agree
to subordinate his claims to the insurance to any and all leasehold mortgages regardless of size. If a leasehold mortgage cannot be had unless
the lessor will surrender priority in the insurance, he should at least
restrict his waiver to a first mortgage of reasonable size in proportion
to the cost of the improvements; he should insist upon a first lien for
rent in arrears.
Many ground leases provide that casualty insurance shall be payable
to lessor and lessee in proportion to their interests, subject to the
right of the lessee to assign the proceeds to leasehold mortgagees who
will agree to make the proceeds available for reconstruction. Such
an insurance clause is usually acceptable to institutional mortgagees.
Other ground leases accomplish the same results by making insurance
policies payable to a trustee.
Difficult problems arise when an extensive casualty loss occurs
near the end of the term. The cost of a new building may exceed the
indemnity received for the loss of an obsolete structure and the balance
of the term may be too short to permit amortization of the difference.
Yet if the lease contains a covenant requiring the lessee to replace the
buildings he may be required to suffer the resulting loss while the
lessor acquires, at the expiration of the lease, a relatively new building
in place of an obsolete one.
A solution occasionally encountered gives the lessee the option to
terminate the lease if a loss occurs within a given period prior to the
expiration date of the lease. If this option is exercised, the lessee
should be required to pay to the lessor out of the insurance proceeds
the value that the building would have had at the expiration of the
lease, discounted to the date of the loss. The balance of the insurance
would compensate the lessee for loss of use of the building during
the remainder of the term. Although this solution is fairer than requiring the lessee to forfeit all the insurance if he elects to cancel -
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a provision frequently encountered - it fails to take into account
changes in rental value of the land since the beginning of the lease.
A hardship will result to the lessor if the land has depreciated or to
the lessee if it has appreciated. Justice is accomplished only in the unlikely event the land value has remained constant.
A much fairer solution would be to require the lessee to erect a
replacement building and to require the lessor to extend the lease
for the economic life of the new building. Most lessors parting with
land for ninety-nine years will not object to insertion in the lease of
a provision for postponement of possession for a few more years. In
this case, however, the lessor should receive a rental for the extension
period based on the then value of the land and not on its value at the
commencement of the original lease.
Notice of Termination upon Default
In spite of the fact that the lessor's interest in a ground lease is
primarily that of a secured annuitant - especially in the earlier stages
of a long term lease when in the event of a total taking his share of the
condemnation award would be limited to the capitalized value of the
rent - draftsmen of long term ground leases often lose sight of the fact
that the instruments they are creating are primarily security devices.
Thus, nearly all ground leases call for termination on default and
re-entry by the lessor. The lessor of a million-dollar building, even
in a jurisdiction in which a foreclosure in an equity court is the sole
remedy for enforcing a mortgage or other lien, can avail himself of
the same summary proceedings designed to evict a delinquent tenant
at will of a dwelling house.
Since there is no statutory requirement in such a summary proceeding for notice to mortgagees, their counsel insist that every ground
lease must contain, as a condition precedent to its termination, the
requirement that both the lessee and his mortgagee be given written
notice of default and an opportunity to remedy the breach. In spite
of the fact that courts of equity have long displayed a commendable unwillingness to forfeit valuable leases,3 even to the point of setting
aside terminations for failure to pay rent after the lessee has been dispossessed, 4 mortgagees continue to demand express covenants for
33Sheets v. Selden, 74 U.S. (7 Wall.) 416 (1868).
34Mayflower Associates, Inc. v. Elliott, 81 So.2d 719 (Fla. 1955); Rader v. Prather,
100 Fla. 591, 130 So. 15 (1930).
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notice to them. Although occasionally they reluctantly relent if the
sole covenants of the lessee are to pay rent and taxes and keep the
premises insured, they usually safeguard themselves by requiring that
receipts for rent, taxes, and insurance be deposited with them well in
advance of the due dates. If the lease contains lessee's covenants to
repair, or to abate nuisances, or others whose performance the mortgagee cannot verify from his records, it is virtually an impossibility
to secure the mortgagee's approval of the lease without a notice clause.
An adequate notice provision will protect a mortgagee such as a
life insurance company, which always has funds with which to cure
defaults, but notice is not necessarily sufficient to enable a lessee in
times of depression to cure a default caused by financial difficulties,
even if he goes into equity and obtains an extension of time. Would
not the interests of all parties be fully protected by a default clause
in the ground lease that departed from tradition and provided that if
a default occurred after the improvements had been erected the remedy
would be to foreclose and sell the property rather than forfeit the
lessee's investment? Although such a provision would be an innovation to the traditional ground lease, it should be welcomed by mortgagees as well as lessees and should not be opposed by lessors. The
prediction is ventured that sooner or later the courts, perceiving the
true nature of the lessor's interest, will prohibit all forfeitures of
ground leases and will require a foreclosure, just as the English chancellors did generations ago in the case of that other security device, the
mortgage.
CONCLUSION

The drafting of a long term ground lease is a complicated and difficult task; property values do not remain constant, and no one can
foretell with certainty how and to what extent they will change. To do
an adequate job the draftsman must be possessed of a high degree of
imagination and legal skill as well as a thorough comprehension of the
relative rights, duties, privileges, and liabilities of the lessor, the lessee,
and their respective mortgages. Formbooks, though helpful if properly
used, are no substitute for an understanding of the legal relationship
of all parties whose rights may be affected by the terms of the indenture;
in fact, a form designed for another type of lease is a distinct handicap.
The draftsman must approach the problem with a willingness to
deal fairly with the legitimate requirements of all parties; he cannot
fully protect either the lessee or the lessor unless he also acts in behalf

https://scholarship.law.ufl.edu/flr/vol10/iss1/1

24

24

Anderson: The Mortgagee Looks at the Ground Lease
UNIVERSITY OFFLORIDA LAW REVIEW

of the prospective mortgagee of the leasehold, who is rarely represented
at the original drafting of the lease.
An accurate analysis of the nature of the ground lease and of the
legal relationships arising under it may not convert every attorney
into an expert qualified to draft ninety-nine-year leases, but it is the
first essential step without which no one should enter this interesting,
expanding, and lucrative field of the law.
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